This paper examines the relationship between loan loss provisions (LLP) in connection with bank profitability, bank liquidity and bank capital. We investigate loan loss provisions (LLP) of Islamic banks in Malaysia and the Gulf Cooperation Council (GCC). This paper seeks to analyze a full-fledged Islamic banking system operating on a parallel basis with a full-fledged conventional system. The sample micro balance panel data analysis comprises a total of 196 Islamic banks covers the period 2006-2012. Analysis was carried out via Generalized Methods of Moments (GMM) model. The authors estimate Generalized Methods of Moments (GMM) models perfectly to overcome endogeneity problems. The evidence remains valid for all instrument used in this study, including loan loss provisions, total deposit ratio, equity loan ratio, and return on average equity and gross domestic products. The empirical result shows loan loss provisions (LLP) is found to be statistically significant for our full samples and GCC Islamic banks but not in the case of Malaysian Islamic banks.
Introduction
Income smoothing hypothesis uses as earning quality indicators, managing capital, earning management aspect and a signaling device of bank performance (Olson and Zoubi, 2014; Taktak, 2011; Francis, LeFond, Olsson and Schipper, 2004) . Bank managers have imposed income smoothing during an economic expansion or downturn through earning management or manipulation. As a result, higher share prices can be maintained and compensation targets of bank managers can be met (Balla et al., 2012) . In determining income smoothing hypothesis portrayed by (Niswander & Swanson, 2000; Anandarajan et al., 2003 Anandarajan et al., , 2005 .
On the contrary, little concern has been put by previous researchers in investigating income smoothing hypothesis to the extent of Islamic banks. Among the recent work, of income smoothing hypotheses was done by (Othman & Mersni; 2014) . It was postulated that Islamic banks have a unique environment and specific framework for their operation. Such operational framework inclusive (i) Shariah principles that are used to govern such banks (ii) dynamic provisioning and (iii) stable return to reward depositors.
There are two empirical researches on earnings management using loan loss provisions (LLP) that had been done separately for Malaysia and GCC. Using a sample of Malaysia banks over the year 1997 to 1999, Ismail and Be Lay (2002) found that LLP is important for earnings management. Similarly, Zoubi et al., (2007) support income smoothing hypothesis exercise by banking institutions in the GCC. The study estimates 65 conventional and Islamic banks. The result of their study shows income smoothing hypothesis via Islamic banks is important even though Islamic banks are well known for their specific supervisory bodies and regulations to stabilize its financial outcomes. This paper undertook an empirical analysis to evaluate income smoothing hypothesis by means of loan loss provisions (LLP) particularly in Malaysian and GCC Islamic banks. A total of 28 Islamic banks comprise of 196 bank-year observations from these countries was drawn from the list in Bankscope ranging from 2006 to 2012. The exercise is confined Malaysia and the Gulf Corporation Council (GCC) in one study is interesting because it provides understandings on the use of loan loss provisions (LLP) between countries of different region and economic activities. It is also important to compare evidence on the use of income smoothing in these countries after 2008/2009 financial crisis, context are more recent than other studies. Our analysis highlighted the important recent data after crisis in explaining Islamic banks in the GCC signaling alarming condition of its profits since these countries badly affect by regional crisis.
Related Literature Review
We viewed two strand of related literature review on income smoothing hypothesis in terms of LLP among conventional banks and Islamic banks. Wide literatures are found to existing conventional banks. Our study contributes to existing income smoothing in the landscapes of Islamic banks. Conventional banks' activity is based on credits. Eventhough some specific risks can be diversified away by investors in banks, but this is not the case for earnings variability of individual bank. In the same vein, majority of literature evidence loan loss provisions to manage bank earnings. The results from previous literature support the use of LLP by bank managers to mitigate deterioration in the bank's credit portfolio (Fonseca & Gonzalez, 2008; Hasan & Wall, 2004) .
Most of the previous literature focuses on United States banks in an attempt to test income hypothesis through LLP to smooth earnings. For examples, Ma (1988) took a sample of 900 panel observations of United States banks between 1980 and 1984 and concluded that provisioning policy is used by United States banks to manage earnings. The same result supported by Bhat (1996) for a sample of 148 United States major banks using a longer time span from 1981 to 1991. A few studies had tested income smoothing hypothesis in other countries than United States (Naciri, 2002; Argawal et al., 2007) . Specifically, Naciri (2002) indicates that earning management by the Canadian banks is not affected by the execution of the Basel Accord.
This study supplements the existing literature studies related to income smoothing potentially by Islamic banks is scarced. There are three different studies conducted on Islamic banks in Malaysia. The first study was by Ismail and Be Lay (2002) that support bank management, LLP smooth earnings from the sample 1997-1999. This evidence is also supported by Shahimi et al., (2006) in their study that selected 15 conventional banks offering products and services of Islamic banking. The study uses longer time frame which is between 1996 and 2003. Nevertheless, study by Ismail et al., (2005) provide different results in which income smoothing practices through LLP is not applicable in 10 Malaysian conventional banks offering Islamic banking products between 1998 to 2001. In the case of the GCC region, Zoubi and Al-Khazali (2007) support income smoothing hypothesis.
Recent evident loan loss provisions during financial crisis traced in work done by Curcio et al., (2014) . The implied on banks provisioning behaviour test for income smoothing and capital management obtained from conventional Chinese banking system. They utilise a sample of unbalanced panel data from year 2007-2012. The conclusion drawn support the use of loan loss provision (LLP) for Chinese conventional banks to smooths their income but not in the case of capital management. From the previous literature, we accept as true that income smoothing practices is particularly important for Islamic banks just like their conventional counterparts. Alternatively, this study the gap in comparing income smoothing of Islamic banks from Malaysia and the GCC starting from 2009 onwards.
Data Sources
To address the questions raised above, we conduct our balance panel data analysis on a micro data set of established and emerging Islamic banks: Malaysia and Gulf Corporation Council (GCC) countries. The study sample comprises 196 bank-year observations. The sample reflects information over 28 banks for the period 2006-2012. The data were obtained from Bankscope.
Hypothesis Testing
This section describes the critical indicator for examining the effect of income smoothing hypothesis and signals about future losses and earnings, we denote exogenous variable as Loan Loss Provisions (LLP). Express as ratio of Loan Loss Provisions over gross loan. The empirical specification for LLP to measure income smoothing hypothesis is based on (Bouvatier and Lepetit, 2012) . We expect there is positive relationships between Loan Loss Provisions (LLP) and bank profitability, bank liquidity and bank capital.
Hypothesis 1: LLP positively affects bank profitability.
Endogenous variables of our study focus on profitability ratio, liquidity ratio and capital ratio. Profitability ratio consists of ROA and ROE. ROA and ROE are proxies that influence bank management decision and policy (Sufian and Habibullah, 2010) . Similarly, Hassan and Mollah (2014) explain that there is a positive impact of Loan Loss Provisions (LLP) and bank profitability. This evidence suggests ROA and ROE taken into account.
Hypothesis 2: LLP positively affects bank liquidity.
Customer deposits are the main funding source for Islamic banks. Liquidity ratio measured via total deposit ratio. Total deposit ratio compute of total customer deposits divided by total funding. Theoretically the higher total deposit ratio, the higher volume of loan is perceived (Masaru and Yukihiro, 2004) . Our aim is to study the relationship of Loan Loss Provisions (LLP) and bank liquidity.
Hypothesis 3: LLP positively affects bank capital adequacy.
In addition to these variables, we employed capital ratio variables to examine the credit risk. According to study done by Ahmad (2013) there is a positive relationship between Loan Loss Provisions (LLP) and capital ratio. Higher capital ratio indicates capital strength to protect creditors from future losses arising from credit risk associated with bank's loan portfolio. Thus, verify the importance of financial motives for their investment decisions.
Hypothesis 4: LLP positively affects GDP.
One noticeable difference, there were also possible that there could be some unobservable variables effects both Islamic income smoothing hypothesis and Loan Loss Provisions (LLP), leading to spurious correlation. Therefore, to address these issues, we take the instrument variables approach to be added into our regression. Instrument variables evaluated as GDP. Previous studies found a positively strong and significantly Loan Loss Provisions (LLP) effects GDP (Abedifar et al., 2012) . We began testing for normality test using mean, median, Jarque-Bera and kurtosis. Tables 3.0 and  Table 4 .0 provide descriptive statistics on the variables used in this study. The mean and median for LLP, CAP, ROA and GDP of GCC Islamic banks is slightly more than Malaysian Islamic banks, yet both are not more than 1%. This growth was mainly due to a significant amplification in the growth of LLP for GCC Islamic banks in previous year which is in year 1997-1998. The Jarque-Bera normality test provide in Tables 2 and Table 3 indicates data are normally distributed. In addition, we discover positive kurtosis for both samples indicates a "peaked" distribution. 
Empirical Specification
Consistent with previous research, this study modify the methodology similar to Bouvatier and Curcio et al., (2014) , Othman and Mersni (2014) , Lepetit (2012) , and Ismail and Be Lay (2002) who determined loan loss provisions on conventional, cooperative, mutual, saving bank and Islamic banks. To test the relationship of LLP on bank profitability, liquidity and capital, we estimate the dynamic panel regression models in the following form: Where denotes LLP i,t proxy for the income smoothing of bank i at time t, LLP i,t-1 dynamic adjustment for income smoothing of bank i at time t. TDR i,t liquidity ratio of bank i at time t. CAP i,t capital ratio of bank i at time t. ROA i,t profitability ratio of bank i at time t. ROE i,t profitability ratio of bank i at time t. GDP i,t instrument variables of bank i at time t. u i,t error term decomposed into and where is the Islamic bank individual specific effect and is the disturbance. All explanatory variables are strictly exogenous. i = Islamic bank individual specific effect and t= time effect. All explanatory variables are strictly exogenous. i = Islamic bank individual specific effect and t= time effect.
Result and Discussion
In order to obtain robust result, we used GMM estimation techniques to test above empirical specification model. Much of the literatures were based on pooled OLS estimator, multivariate analysis, stochastic frontier and dynamic stochastic general equilibrium (DSGE) models. In this paper, we consider the estimation of the Anderson and Hsiao (1981) estimator, Arellano and Bond (1991) and Blundell Bover System GMM (1995, 1998) GMM estimator.
Our model, in equation (1) is the equation before estimation. The first different transformation of equation (1) allows us to eliminate the bank specific effect which to avoid the problem of endogeneity and the correlation of bank specific effect with the error term. Instrument variables using GMM are exercised to examine one-step and two-step estimator with robustness checks. We apply GMM estimator as proposed by Arellano and Bond (1991) under the assumptions (i) error term is not serially correlated and (ii) lag of explanatory variables assumed to be uncorrelated with future error term. Table 5 .0 provides the Anderson and Hsiao (1981) estimator. Anderson and Hsiao (1981) estimator best to investigate whether instrument variables in the study valid or invalid. Hansen (1981) derives the necessary condition to obtain asymptotically efficient estimates for the coefficients. To further examine, we test all the instrument variables at Lag 2 and Lag 3. This finding indicates all instruments are valid, since they are correlated with it-1, it-2 yy and uncorrelated with it-it-1 εε. Column (1) reports instrumental variables estimators using the "full set" data. The empirical confirms all instruments variables of instruments TDR, CAR, ROA, ROE, GDP, LLP of Lag 2 and Lag 3 is valid with instrumented variables LLP_lag. Although Anderson and Hsiao (1981) estimator is consistent but it still inefficient. The reason is because it does not use available moment conditions. Consequently, we further precede the process of onestep GMM estimator and two-step GMM estimator. Table 6 .0 highlights the full sample of Malaysian Islamic banks and GCC Islamic banks. Bond (1991) (1998) propose a generalized method of moments (GMM) estimator. An advantage of using GMM in this study is to solve nonlinear estimation apart of obtaining robust estimation. As shown in Column (1) and Column (2), reports estimates associated with the endogenous model. In all estimators, the null hypothesis the instruments used are valid cannot be rejected at 1%, 5% and 10% significant level. Notes that number in brackets are t-statistics * * * , * * , and * are statistically significant, respectively at 1%, 5%, and 10% levels Reported standard errors are heteroskedasticity robust. In order to determine whether one-step GMM estimator and two-step GMM estimator models are consistent and efficient, we conduct Sargan test. The p-value of the Sargan test for endogeneity of LLP using full set of instrument. AB test result shows p-value more than t-statistics value. Additionally, we fail to reject the null hypothesis (the instruments used are valid). This finding implies that two-step GMM estimator models shows stronger impact than one-step GMM estimator. Therefore, in the subsequent analysis, models are estimated using two-step GMM estimator is very likely to be models. Also, the suggested overall two-step GMM estimator is very likely to be robust. To address some uncertainty as to whether the variables, we constructed fit the estimate, by adding dummies variables. Reports the main robustness checks report the similar findings, indicate there is significant result obtained with the time dummies in Model (4). AB test reports there is no second-order serial correlation for the disturbance equation. In both cases the results are unchanged. The relevance of this finding is that it explains the significant effect of the loan loss provisions (LLP) on bank profitability, bank liquidity and bank capital response to stabilize monetary policy in Malaysia and GCC.
We further continue with same procedure, two additional tests were conducted separately, to check if there is any different result for Malaysia and GCC. Model (3) examines the effect of loan loss provisions (LLP) in GCC Islamic bank. The results are quite similar with result in Table 6 .0. This result demonstrates two-step difference GMM produce better and significant result as compare to one-step and two-step with robust SE. Sargan test were apply of over-identification of restrictions to test model specification validity. This test examines the lack of correlation between the instruments and the error term. AB test statistics measure first and second order serial correlations. First-difference transformations do not invalidate our results. However, the presence of second-order serial correlation does signal omitted variables. Thus, the diagnostic checking results suggest that the models are relatively well specified. In some sense this is consistent with our first hypothesis. Table 6 .0 repeats the analysis using the same method; however, the loan loss provisions (LLP) are tested only for Malaysian Islamic banks (Model 2). Interestingly, the notable difference is that all instrument variables are reported insignificant except for LLP_lag variables. This implies that loan loss provision is confirmed to influence by the previous year loan loss provision values. It is clearly the theories better explaining the loan loss provision effect across Malaysian Islamic banks than GCC Islamic banks. Unsurprisingly, all hypotheses were rejected.
In order to address the robustness of the main evidence, Table 7 .0 reports the effect of pre-determined variables. In our study we assume that GDP as a pre-determined variables. The result is similar to full sample that obtained in Table 6 .0. These results are consistent with hypothesis four. Real GDP variables are statistically significant in all models. Sargan test result shows p-value more than t-statistics, we fail to reject the null hypothesis where the instruments used are valid. Again, AB test reports no second-order serial correlation for the disturbance equation. This finding supported that the assumption of when there is an increase of GDP in one country, bank will tend to increase loan to customer and create higher loan growth in future. The impacts of GDP variables have showed a positive and significant for GCC Islamic bank rather than Malaysian Islamic bank. The higher real GDP growth rate, greater a bank's loan loss provisions recorded. The significant positive coefficients are in line with the prior studies (Balla & Rose, 2015; Abedifar et al., 2012) .
Conclusion and Recommendation
The evidence presented utilizing micro balance panel data analysis of established and emerging Islamic banks: Malaysia and GCC countries. The evidence remains valid for all instrument used in this study, including loan loss provision, total deposit ratio, equity loan ratio, return on average assets, and return on average equity and gross domestic products. It is clearly shows that the theories better explaining the loan loss provision effect across GCC Islamic banks more willingly than Malaysian Islamic banks.
Our findings also suggest that pre-determined variables, which are GDP, reported significant result for full sample and GCC Islamic banks but show different scenario for Malaysian Islamic banks. We also find that ROAA is not significantly influence loan loss provisions (LLP). In term of policy implication, our findings suggest that policy makers and Islamic banking institutions at least try to monitor their loan activities in order to reduce the loan growth from loan loss provision.
This study has its own limitations. First, we have considered Malaysia and GCC Islamic banks significant influences on the loan loss provisions. Apart from these two samples, future research may consider to use data of developed or developing countries. This may assists in identifying the key existence of Islamic banks income smoothing hypothesis. Second, we have limited our sample to Islamic banks which relatively small. To address the possibility, in future analysis should increase the sample size. 
